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[bookmark: _Toc1761454114]Executive Summary 
This report evaluates the budgeting process of Silver Stitch Ltd over a six-month period ending 31 December. It examines three key financial components: the stock budget, the cash budget and the budgeted profit and loss account, in order to assess the company’s financial performance and identify potential risks.
The findings indicate that the company is profitable, supported by a strong gross profit margin, which reflects effective pricing and cost control. However, the analysis also highlights several financial challenges. In particular, the cash budget reveals an initial overdraft position, suggesting that the business may face short-term liquidity issues. Although the cash position improves over time, it remains dependent on consistent sales performance, creating a degree of financial risk.
The stock budget shows a steady increase in inventory levels, which may indicate inefficiencies in stock management. Excess inventory ties up financial resources and leads to higher holding costs, reducing overall operational efficiency. This suggests that improvements in inventory control and demand forecasting are needed.
The report also identifies key management actions to address these issues, including improving working capital management, reducing unnecessary costs and enhancing inventory control systems. In addition, it highlights the importance of effective budgeting systems and the role of behavioural factors in influencing organisational performance.
Finally, the report critically evaluates traditional budgeting approaches, identifying limitations such as lack of flexibility and reliance on historical data. It concludes that while traditional budgeting remains useful for financial control, organisations should adopt more flexible approaches to improve responsiveness in dynamic business environments.

[bookmark: _Toc1417564716]Introduction

Budgeting is widely recognised as a fundamental element of economic management, enabling organisations to plan, control and evaluate their financial performance over a defined period (Drury, 2021; Atrill and McLaney, 2021). It supports decision-making by providing forecasts of revenue, costs, and cash flows, allowing managers to allocate resources effectively and monitor performance against targets (Garrison et al., 2021). In competitive and uncertain environments, budgeting becomes even more critical, as organisations must respond quickly to market changes while maintaining financial stability (Bhimani, 2006; Brigham and Ehrhardt, 2020).
 
In retail businesses, budgeting plays a particularly significant role due to the need to manage inventory levels, control operating costs and ensure sufficient liquidity to support day-to-day operations (Seal et al., 2018; Walsh, 2008). However, traditional budgeting systems have been criticised for their rigidity and reliance on historical data, which may limit their effectiveness in rapidly changing business environments (Hope and Fraser, 2003; Hansen et al., 2003). As a result, organisations increasingly explore more flexible approaches to budgeting that allow greater responsiveness and adaptability (Otley, 2016).

Budgeting also plays a significant role in monitoring organisational performance. By comparing actual results with planned figures, managers can identify differences and take corrective action where necessary. This helps ensure that the organisation remains on track and can respond effectively to any issues that arise during the period (Garrison et al., 2021).
It is also important to recognise that budgeting supports coordination between different areas of a business. In a retail company such as Silver Stitch Ltd, departments such as purchasing, sales and finance must work closely together. A well-prepared budget helps ensure that stock levels, sales targets and financial resources are aligned, reducing the risk of inefficiencies and poor decision-making (Seal et al., 2018).
Another key aspect of budgeting is its role in managing financial risk. By forecasting future revenues and expenses, organisations can anticipate potential problems, such as cash shortages or increased costs. This allows management to plan and reduce uncertainty. As highlighted by Brigham and Ehrhardt (2020), effective financial planning is essential for maintaining stability and supporting long-term success.
However, budgeting is not always straightforward. It relies on assumptions about the future, which may not always be accurate. Changes in economic conditions, customer demand or competition can affect actual performance, meaning that budgets need to be reviewed and adjusted when necessary (Drury, 2021). For this reason, budgets should be seen as flexible tools rather than fixed targets.
The way budgeting is implemented within an organisation is equally important. If employees are not involved in the process, they may feel disconnected from the targets set, which can reduce motivation. On the other hand, involving employees in budgeting can improve commitment and lead to better performance outcomes (Hansen et al., 2003).
Overall, budgeting is not only about numbers but also about supporting effective management and decision-making. When used appropriately, it can improve coordination, reduce risk, and contribute to the long-term success of the organisation.
 
This report focuses on Silver Stitch Ltd, a retail company operating multiple stores, which is currently facing financial pressure due to an overdraft of £30,000 that must be eliminated by the end of December. The report presents key financial budgets, including a stock budget, cash budget and a budgeted profit and loss account. It then evaluates the financial challenges identified and proposes appropriate management actions. In addition, the report critically discusses the conditions required for effective budgeting systems and evaluates traditional budgeting approaches in the context of a modern business environment.
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The stock budget illustrates how inventory levels are managed over the six-month period. The cost of goods sold represents 60% of sales, reflecting the stated gross profit margin of 40% (Atrill and McLaney, 2021). The results show a steady increase in closing stock levels, which may indicate inefficient inventory management. High stock levels can lead to increased holding costs and tie up working capital, reducing financial flexibility (Seal et al., 2018; Van Horne and Wachowicz, 2008).
 
This trend suggests that Silver Stitch Ltd may not be optimising its stock control processes. According to Marr (2013), effective performance management requires accurate forecasting and alignment between demand and supply. Similarly, Walsh (2008) emphasises that excessive inventory can negatively impact profitability by increasing operational costs. Therefore, implementing more efficient inventory techniques, such as Just-in-Time systems, could improve performance (Horner, 2020; Garrison et al., 2021).

In addition, it is important to consider the potential risks associated with holding increasing levels of inventory. High stock levels may lead to issues such as obsolescence, particularly in industries where trends and customer preferences change rapidly. This could result in unsold goods and financial losses, further impacting profitability (Atrill and McLaney, 2021).
Moreover, excessive inventory may also reduce the organisation’s ability to invest in other areas of the business, as financial resources are tied up in stock. This highlights the importance of efficient stock turnover and inventory control systems. According to Drury (2021), organisations should aim to balance product availability with cost efficiency to maximise performance.
Overall, while maintaining adequate stock levels is necessary to meet customer demand, Silver Stitch Ltd must ensure that inventory is managed effectively to avoid unnecessary costs and financial inefficiencies.



[bookmark: _Toc1933441787]Cash Budget
[image: ]The cash budget above illustrates the liquidity position of Silver Stitch Ltd over the six-month period.
The cash budget highlights the liquidity position of the business. Initially, the company operates with an overdraft, indicating short-term financial pressure. However, the cash position improves over time, suggesting that the business can generate sufficient inflows to meet its obligations (Drury, 2021; Dyson, 2020).
 
Despite this improvement, the company remains vulnerable to fluctuations in sales. Cash flow management is essential for business survival, particularly in retail environments where margins can be low (Brigham and Ehrhardt, 2020). Furthermore, timing differences between cash inflows and outflows may create temporary liquidity issues (Chenhall, 2003; Otley, 1999). This highlights the importance of continuous monitoring and effective working capital management.
It is also important to recognise the significance of cash flow timing in economic management. Even if a business is profitable, delays in receiving cash from customers can create liquidity issues. This is particularly relevant in cases where a proportion of sales are made through credit or card payments, as transaction processing and associated charges may delay or reduce actual cash inflows (Brigham and Ehrhardt, 2020).
Furthermore, unexpected expenses or fluctuations in sales could significantly impact the cash position of the business. This highlights the importance of maintaining a cash buffer to manage uncertainty and reduce financial risk. According to Van Horne and Wachowicz (2008), effective cash management is essential for ensuring business continuity and avoiding financial distress.
Therefore, Silver Stitch Ltd should not only focus on improving its current cash position but also develop strategies to manage future cash flow risks more effectively.

[bookmark: _Toc692955999]Budgeted Profit and Loss Account
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The budgeted profit and loss account shows that the company is profitable over the period. However, profitability does not necessarily indicate strong liquidity. This distinction is important, as financial performance should be assessed using both profit and cash flow measures (Seal et al., 2018; Horngren et al., 2017).
 
The strong gross profit margin suggests effective pricing and cost control. However, operating expenses and financial commitments reduce overall profitability. According to Garrison et al. (2021), businesses must balance revenue generation with cost efficiency to achieve sustainable performance.

The financial data presented in the budgets provides deeper insight into the operational efficiency and financial structure of Silver Stitch Ltd. One important aspect is the relationship between revenue generation and cost control. While the company demonstrates consistent sales growth over the period, the increasing level of stock and associated costs may reduce overall efficiency. This reflects a common issue in retail businesses, where maintaining product availability must be balanced with controlling inventory levels (Seal et al., 2018).

In addition, the gross profit margin of 40% indicates that the company is operating within a strong pricing structure. However, this margin alone does not guarantee overall profitability. Operating expenses, including administrative and selling costs, significantly reduce the final profit. This highlights the importance of managing both direct and indirect costs to improve financial performance (Drury, 2021; Garrison et al., 2021).
Another important observation is the impact of credit card charges on cash flow. Although customers paying by card may increase convenience and sales volume, the associated transaction costs reduce net cash receipts. This demonstrates how small operational factors can have a cumulative impact on financial performance over time (Atrill and McLaney, 2021).
Furthermore, the presence of fixed financial obligations, such as loan repayments and interest payments, increases financial pressure. These commitments must be met regardless of sales performance, which increases the risk of financial instability if revenue declines. According to Brigham and Ehrhardt (2020), businesses with high fixed costs are more vulnerable to changes in market conditions.
Overall, the financial analysis suggests that while Silver Stitch Ltd is performing well in terms of sales and profitability, there are underlying risks related to cost control, inventory management, and financial commitments. Addressing these issues is essential for ensuring long-term sustainability.
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Problems and Management Actions

The analysis highlights several key issues. Firstly, the initial overdraft indicates liquidity risk, which could affect the company’s ability to meet short-term obligations (Van Horne and Wachowicz, 2008). Secondly, increasing stock levels suggest inefficient inventory management, which may result in higher costs and reduced financial efficiency (Seal et al., 2018). Thirdly, fixed financial commitments such as loan repayments reduce flexibility and increase financial risk (Merchant and Van der Stede, 2017). 
To address these issues, management should improve working capital management by reducing excess inventory and monitoring cash flow more effectively (Drury, 2021). Negotiating better payment terms with suppliers could also improve liquidity (Atrill and McLaney, 2021). In addition, cost control measures and operational efficiency improvements would strengthen financial performance (Garrison et al., 2021).
Secondly, the company should focus on improving cash flow management. This can be achieved by monitoring cash inflows and outflows more closely and identifying areas where costs can be reduced. For example, negotiating better payment terms with suppliers may allow the company to delay cash outflows, improving liquidity (Van Horne and Wachowicz, 2008).
Another recommendation is to review operating expenses and identify opportunities for cost reduction. While it is important to maintain service quality, unnecessary expenses should be minimised to improve profitability. According to Walsh (2008), effective cost control is essential for maintaining financial efficiency in retail businesses.
In addition, the company should consider diversifying its revenue streams. Relying heavily on a sole source of income increases financial risk. By expanding product offerings or exploring new markets, the business can reduce its dependence on existing sales channels (Porter, 1985).
Finally, the company should invest in financial monitoring systems that provide real-time data. This would allow management to make informed decisions quickly and respond to changes in market conditions. Modern budgetary management emphasises the importance of data-driven decision-making in improving performance (Marr, 2013).
Overall, these strategic actions would strengthen the financial position of Silver Stitch Ltd and support long-term growth.
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[bookmark: _Int_U7zpFoRd]For budgeting systems to be effective, several organisational conditions must be present. Clear communication ensures that employees understand budget objectives (Horner, 2020). Participation in the budgeting process increases motivation and commitment (Seal et al., 2018). Realistic targets are essential to avoid demotivation and poor performance (Atrill and McLaney, 2021).
 Behavioural factors also play a key role. Excessive pressure may lead to unethical behaviour (Hansen et al., 2003). Goal congruence is necessary to align individual and organisational objectives (Simons, 1995). Furthermore, management control systems must be designed to support performance without creating unnecessary stress (Chenhall, 2003; Langfield-Smith, 1997). To improve financial performance and reduce risk, Silver Stitch Ltd should consider several strategic actions. Firstly, improving inventory management is essential. The company should implement more accurate demand forecasting methods to ensure that stock levels are aligned with customer demand. Techniques such as Just-in-Time (JIT) inventory management can reduce excess stock and minimise holding costs (Horner, 2020).
Secondly, the company should focus on improving cash flow management. This can be achieved by monitoring cash inflows and outflows more closely and identifying areas where costs can be reduced. For example, negotiating better payment terms with suppliers may allow the company to delay cash outflows, improving liquidity (Van Horne and Wachowicz, 2008).
Another recommendation is to review operating expenses and identify opportunities for cost reduction. While it is important to maintain service quality, unnecessary expenses should be minimised to improve profitability. According to Walsh (2008), effective cost control is essential for maintaining financial efficiency in retail businesses.
In addition, the company should consider diversifying its revenue streams. Relying heavily on an individual source of income increases financial risk. By expanding product offerings or exploring new markets, the business can reduce its dependence on existing sales channels (Porter, 1985).
Finally, the company should invest in financial monitoring systems that provide real-time data. This would allow management to make informed decisions quickly and respond to changes in market conditions. Modern budgetary management emphasises the importance of data-driven decision-making in improving performance (Marr, 2013).
Overall, these strategic actions would strengthen the financial position of Silver Stitch Ltd and support long-term growth.
[bookmark: _Toc1035788087]
Critical Evaluation of Traditional Budgeting


Traditional budgeting has been widely used by organisations as a method of financial planning and control. It provides a structured framework that allows managers to set financial targets, monitor performance and control costs over a defined period. In many cases, this approach supports financial discipline and ensures that organisations operate within their available resources. As a result, traditional budgeting remains a central part of management accounting practices (Drury, 2021; Atrill and McLaney, 2021).
Despite these advantages, traditional budgeting has been increasingly criticised for its limitations, particularly in modern and rapidly changing business environments. One of the most significant weaknesses is its lack of flexibility. Budgets are typically prepared annually and remain fixed for the duration of the period. This means that they may quickly become outdated if market conditions change, making it difficult for organisations to respond effectively to new opportunities or challenges. In industries such as retail, where customer demand and market trends can shift rapidly, this rigidity can reduce the usefulness of budgeting as a management tool (Bhimani, 2006; Hope and Fraser, 2003).
Another important limitation is the reliance on historical data. Traditional budgeting often involves adjusting previous figures to predict future performance. While this approach is simple and widely used, it assumes that past trends will continue, which is not always the case. Changes in economic conditions, competition or consumer behaviour may make historical data less relevant. Johnson and Kaplan (1987) argue that management accounting systems based heavily on past data may fail to provide useful information for decision-making in more dynamic environments. This suggests that traditional budgeting may not always support effective strategic planning.
The behavioural impact of budgeting is also an important consideration. Employees and managers are frequently evaluated based on their ability to meet budget targets, which can create pressure and influence behaviour. In some cases, this may lead to dysfunctional practices, such as budget padding, where managers intentionally underestimate performance to make targets easier to achieve. Similarly, managers may focus on short-term results rather than long-term objectives, potentially harming the organisation’s overall performance (Merchant and Van der Stede, 2017; Hansen et al., 2003). These behavioural issues highlight the importance of designing budgeting systems that encourage realistic and ethical decision-making.
Traditional budgeting can also be time-consuming and resource intensive. Preparing detailed budgets requires significant input from different departments, which can reduce efficiency. In large organisations, the budgeting process may become bureaucratic, with multiple levels of approval and limited flexibility. This may slow down decision-making and reduce the organisation’s ability to respond quickly to changing conditions (Otley, 2016). As a result, managers may spend more time planning than managing actual performance.
In contrast, modern budgeting approaches have been developed to address these limitations. Rolling budgets, for example, are updated regularly throughout the year, allowing organisations to adjust their plans in response to changes in the environment. This makes them more flexible and relevant than traditional fixed budgets (Hansen et al., 2003). Beyond budgeting goes even further by promoting decentralised decision-making and continuous planning. It encourages organisations to move away from rigid targets and focus instead on adaptability and performance improvement (Hope and Fraser, 2003).
However, modern approaches are not without their challenges. Implementing flexible budgeting systems requires strong management structures, effective communication, and a supportive organisational culture. Without these elements, there is a risk that control may be reduced and decision-making may become inconsistent (Otley, 2016).
 Therefore, while modern budgeting approaches offer greater flexibility, they also require careful implementation.
It is also important to recognise that traditional budgeting still provides value in certain situations. In stable environments, where operations are predictable and changes are limited, traditional budgeting can offer clear financial control and accountability. It ensures that resources are allocated effectively and that performance is monitored consistently. For this reason, many organisations continue to use traditional budgeting alongside more flexible approaches, creating a hybrid system that balances control and adaptability (Drury, 2021).
Overall, traditional budgeting remains a necessary tool for financial management, but its limitations are significant in modern business environments. Its lack of flexibility, reliance on historical data and potential behavioural issues reduce its effectiveness in dynamic markets. A more balanced approach, combining traditional budgeting with more adaptive methods such as rolling budgets, may be more suitable. This would allow organisations to maintain financial control while also responding effectively to change and uncertainty.
[bookmark: _Toc318770879]Link Between Budgeting and Strategic Managemet


Budgeting should not be viewed as a purely financial activity but as an integral part of strategic management. Effective budgeting aligns financial planning with organisational objectives, ensuring that resources are allocated in a way that supports long-term goals (Kaplan and Norton, 1996).
In the case of Silver Stitch Ltd, budgeting can be used to support strategic decisions such as expansion, cost reduction, and operational improvements. By linking budgeting with strategic planning, the company can ensure that financial resources are used effectively to achieve competitive advantage (Porter, 1985).
Furthermore, integrating budgeting with performance measurement systems allows organisations to track progress and identify areas for improvement. This approach supports continuous improvement and enhances overall performance (Marr, 2013).
However, for this integration to be successful, budgeting systems must be flexible and responsive to change. Traditional rigid approaches may limit strategic development, while more adaptive systems can support innovation and growth (Hope and Fraser, 2003).
Overall, the integration of budgeting and strategic management is essential for achieving sustainable success in modern business environments.


[bookmark: _Toc200476072]Conclusion 

In conclusion, budgeting plays a critical role in supporting financial planning, control, and decision-making within organisations. The analysis of Silver Stitch Ltd demonstrates that while the business can generate a profit over the six-month period, it also faces significant financial challenges, particularly in relation to liquidity and working capital management. This highlights the importance of not relying solely on profitability as an indicator of financial success, as cash flow remains essential for the day-to-day operations of the business (Drury, 2021; Atrill and McLaney, 2021).
The stock budget reveals that inventory levels are increasing over time, which may indicate inefficiencies in stock management. Excess inventory ties up financial resources and may lead to higher storage costs, reducing overall operational efficiency (Seal et al., 2018). At the same time, the cash budget highlights an initial overdraft position, suggesting that the company may struggle to meet its short-term financial obligations. Although the cash position improves throughout the period, this improvement is dependent on maintaining consistent sales performance, which introduces an element of risk.
The budgeted profit and loss account shows that the company achieves a strong gross profit margin, reflecting effective pricing and cost control. However, operating expenses and financial commitments reduce the final level of profit. This demonstrates the importance of managing both revenues and costs to achieve sustainable financial performance (Garrison et al., 2021). It also reinforces the need for careful financial planning and monitoring to ensure that profitability is not achieved at the expense of liquidity.
In addition, the report highlights the importance of effective budgeting systems and the role of behavioural factors in influencing performance. Successful budgeting requires clear communication, realistic target setting and active participation from employees. Without these elements, budgeting systems may become ineffective and lead to dysfunctional behaviour (Hansen et al., 2003; Merchant and Van der Stede, 2017). This emphasises that budgeting is not only a financial process but also a managerial and behavioural one.
Furthermore, the critical evaluation of traditional budgeting approaches suggests that while they provide structure and control, they may lack flexibility in rapidly changing business environments. Modern approaches, such as rolling budgets and beyond budgeting, offer greater adaptability and responsiveness, which may be more suitable in today’s dynamic markets (Hope and Fraser, 2003; Otley, 2016). However, these approaches also require strong management systems and organisational culture to be effective.
Finally, it is important to acknowledge that this analysis is based on forecast data, which may not fully reflect actual performance. External factors such as changes in consumer demand, economic conditions and operational challenges may impact the accuracy of the budgets. Therefore, continuous monitoring and regular updates are essential to ensure that budgeting remains relevant and effective.
Overall, the findings of this report demonstrate that while Silver Stitch Ltd has the potential to achieve financial success, it must improve its management of cash flow, inventory, and costs. By adopting more flexible budgeting approaches and strengthening financial control systems, the company can enhance its performance and achieve long-term sustainability.
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